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EDITORIAL DEPARTMENT NOTE 


Now that most tax returns are in, the executives of business organi- 
zations are in a position to know the effects of the 1942 Revenue Act 
on the earnings of their companies and to give serious consideration 
to the general provisions of that Act and their implications with 

rd to the future operations of their companies. The article by 
foe W. Hooper in this issue of the Bulletin should prove of real 
value in making such an appraisal and in planning management 
strategy involving taxes. Mr. Hooper has been associated with the 
American Machine & Foundry Co. as Controller since 1925 and was 
recently elected a Vice President of his ee He is a C. P. A. of 
Connecticut, a member of the Connecticut iety of C. P. A’s, the 
American Institute of Accountants, the National Association of Cost 
Accountants and the Controllers Institute. At present Mr. Hooper is 
serving as Chairman of the Tax Committee of the Brooklyn Chamber 
of Commerce and as a member of the Finance Committee of the 
National Association of Manufacturers. 

In our second article, the Chief of the Accounting Advisory Branch, 
Procurement Policy Division, WPB, discusses government policies 
with respect to definitions of cost under CPFF contracts and pro- 
vides up-to-date information on recent cost interpretations and sources 
of information. Moore C. McIntosh, the author of this article, is 
Chief of the Accounting Advisory Branch, War Production Board. 
He is a Certified Public Accountant in the District of Columbia where 
he was an associate of Wm. Clabaugh & Co. for a number of years. 
He has also had experience as a reviewing accountant with General 
Motors and as controller and treasurer of an automobile distributor. 
For several years immediately preceding his transfer to the Account- 
ing Advisory Branch Mr. McIntosh was employed in Federal auditing 
and accounting positions in the General Accounting Office and the 
United States Department of Agriculture. He is a member of the 
Washington Chapter which he is now serving at Director of Pub- 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
but is endeavoring to provide for its members materials which 

will be helpful and stimulating. Constructive comments are wel- 
and will be published in the Forum Section of the Bulletin. 
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IMPACT OF FEDERAL TAXES ON THE EARNINGS 
OF BUSINESS CORPORATIONS 


By John W. Hooper, Vice President and Controller, 
American Machine & Foundry Co., Brooklyn, N. Y. 


5 aon PAPER is written in an effort to impress accountants and 
other management executives with the importance and need 
for a better appreciation by business management of its responsi- 
bility for federal tax legislation and management’s concomitant 
need for a better forward outlook and understanding of the impact 
of federal taxes on the earnings of business corporations. 

I do not advocate that top-management become expert in the 
intricacies of federal taxation, for fear that they will lose their 
perspective for other problems that should have their attention. 
Instead they should apply themselves to the task of obtaining a 
better understanding of how such taxes are devouring the earnings 
and the financial reserves of their respective businesses, to the end 
that an informed and united business will support the efforts of the 
spokesmen who appear for business before congressional commit- 
tees seeking the equitable tax treatment that is so necessary if the 
business system, as Americans know it, is to survive. 


Taxes and Social Reforms 


Recently it became the popular practice to use the tax laws as 
vehicles for enforcement of certain concepts of needed reforms. 
A simple case in point was the discontinuance a few years ago of 
permission to corporations to file consolidated tax returns in order 
to discourage so-called bigness and allegedly wicked intercorporate 
relationships, but with a disregard of the underlying business eco- 
nomics of such consolidated returns. This year a more realistic 
Congress restored the privilege, but with a penalty tax of 2 per 
cent. 


The reform measures passed in the name of revenue-raising 
caused many trade, community, and national business organizations 
to take up the cudgels as never before in an effort to protect our 
system of business. As time went on the efforts of these spokes- 
men for business, plus the influence of new personalities that took 
their places in the legislature, and the fears of labor in the impli- 
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cation that the suffocation of the enterprise system by taxation 
threatened their right to levy private taxes on millions of working 
people, resulted in the repeal of the Undistributed Profits Tax, 
which had been reducing the seed money that keeps business ex- 
Excess Profits Taxation 


Then came the invasion of France, later Dunkirk, the sudden 
awakening to the fact that America would have to defend herself, 
and the realization that extraordinary taxation would be necessary 
to finance the cost of the emergency. 

This resulted in the Treasury Department’s recommendation for 
the enactment of a Second Revenue Act of 1940 which was re- 
ported out of the House Ways and Means Committee featuring an 
Excess Profits Tax said to prevent excessive profits being made 
out of the defense effort, but really limiting capital earnings to the 
New Deal’s concept of what profits should be as related ‘to capital 
employed, ignoring such things as initiative, efficiency, risk and the 
value of a “will to do.” 

However, this legislation was the denouement and it opened the 
eyes of the Senate Finance Committee which, like the House Ways 
and Means Committee, had in the past, to a great extent, relied 
on the Treasury for advice in matters pertaining to revenue leg- 
islation. Also, the pitfalls of the proposed Second Revenue Act of 
1940 were brought to the attention of the Senate Finance Com- 
mittee by spokesmen for business. The Senate Committee re- 
sponded and today, as imperfect as the Excess Profits Tax Laws 
are and necessarily must be in this type of legislation, the recent 
enactments have recognized that human effort, hard work, ingenuity 
and perseverence produce goods, services and profits as well as 
aggregations of capital by the inclusion in the Excess Profits Laws 
since 1940 of both the “normal pre-war earnings” and “invested 
capital” methods for arriving at the amount of profits deemed to 
be normal and therefore not subject to the Excess Profits Tax. 


The Businessman and Tax Laws 


While this struggle was going on for a revision of a basic con- 
cept of taxation, the number of managers of business who took 
time out to inform themselves of the trends and, as a consequence, 
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came out openly and gave of their time individually by appearances 
before the Committee, or wrote letters to the members of the Com- 
mittee asserting their viewpoints, was insufficient. Too many sat 
by praying that everything would come out all right, but doing 
nothing for fear that they would be pointed out as presumably 
trying to make large profits out of their country’s trouble. They 
did not consider it important enough to come out openly and state 
they opposed the emergency being used as a means for furthering 
control and limitation of the profits of industry and did not oppose 
the taxation of excessive profits resulting from war business. Con- 
gressional Committee members have expressed amazement over 
the fact that spokesmen for industry were not better supported by 
the operators of the businesses they represented. 

Many contacts with business people indicate that, by and large, 
the salaried executives of large enterprises had sunk back into an 
attitude of security of position, resigned to the inevitability of 
revolution through taxes which is so contrary and opposite to the 
fighting spirit of the men who founded the businesses that they 
are now conducting. 

Fortunately, of late, as a result of the educational efforts of sev- 
eral large trade associations and other interested bodies and the 
pinch of the new taxes on dividend obligations of corporate man- 
agement, an increasingly enlivened interest among business man- 
agers has been awakened. Spokesmen for industry are being en- 
couraged to fight on, not for tax rate reduction, but for fairness 
in tax legislation and for needed administrative changes, provisions 
for relief, and machinery to correct the inequities and workings of 
pet economic concepts found in the operation of our tax laws. 

As a result of the persistent efforts to accomplish these ends by 
the national and local associations, the Revenue Act of 1942 em- 
bodies a very large majority of the legislative provisions scught by 
the spokesmen for business. This success was in a large measure 
due to the active interest shown lately by a greater number of busi- 
nessmen, and with the same support the changes could have been 
accomplished long before. This interest must be enlarged and 
continued. 

The Revenue Act of 1942—while anything but perfect, and 
while it contains a new revenue-raiser called the Victory Tax—is 
a credit to the conscigntiousness, intelligence and hard work of the 


879 


N. A.C. A. Bulletin April 1, 1943 


members of the Committee on Finance of the United States Sen- 
ate, who, with the thinking public as well as business, are anxious 
that in the winning of the war on the battlefront, we do not lose, 
on the home front, the American way of life we cherish so much, 


Need for Information on Tax Matters 

Business managers must understand the effect of all tax legis- 
lation so that they can intelligently express their views through 
letters to their legislative representatives. When this is done the 
spokesmen who spend the time to build up detailed recommenda- 
tions will gain prestige through your support and be recognized 
when they appear before the finance committees. 

These committees today look to the individual taxpayers and to 
the representatives of business for advice as to what form taxes 
should take, and no longer accept without question the tax plans of 
the Administration. The committees are dealing more and more 
with the hard realities of raising money rather than with fanciful 
theories. The business manager today is faced with a “triune” of 
federal taxation of corporation income, namely, the Internal Reyv- 
enue Code, the Act authorizing renegotiation of war contract 
prices, and the recently enacted Economic Stabilization Act. The 
Administration employs the foregoing trinity to accomplish the 
limitation of profits and earnings. What it could not achieve 
through the Internal Revenue Code, it hopes to get through the Re- 
negotiation Act, and where that falls short it hopes to employ the 
Economic Stabilization Act. The latter legislation calls for pa- 
triotic faith in the rulings of those administering it and these three 
pillars of our Federal taxing system deserve your thorough under- 
standing, if the best interests of your businesses are to be served. 

A businessman cannot pass on a contract for forward business 
intelligently unless he is informed on these matters. It is true he 
can and should call in his lawyers, accountants and engineers to 
take care of their particular specialties, as they may be affected 
by these taxing acts, but it is the business manager, the leader and 
his advisors, who must have the perspective, the all-encompassing 
picture, because the specialist is apt to lose sight of the forest be 
cause he is too close to the first line of trees. 

It should be standard practice in all businesses to submit all 
routine and special contracts and changes therein to the accounting 
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and tax departments for consideration and recommendation before 
they are signed. It is presuming too much indeed to think that one 
person or one department could envisage all the pitfalls to which 
business is exposed today. 

Time and space do not permit an elaborate exposition of all the 
points that a business manager should watch in order to operate 
successfully business-wise under the tax laws referred to; hence, 
only a few of the points will be discussed to give a general idea and 
to support the contention that there is a need for an intelligent un- 
derstanding of the principle underlying the tax laws. 


Corporate Taxes as Costs 


Federal taxing of corporation net incomes prior to the present 
emergency was at a rate slightly under 20 per cent, That tax, while 
it seems small today, was actually a large tax because to the extent 
that corporation net incomes are taxed and, in turn, the dividends 
of such corporations are reduced, the stockholder who receives the 
dividend and pays his personal income tax in reality has paid taxes 
twice on the same income. In effect, the Government makes a tax 
collector of the corporation. If management recognizes the truth 
of this, it will pass that normal tax to the consuming public to 
the extent permitted by competitive situations. Corporation income 
tax is certainly an important cost to be reckoned with when setting 
selling prices and if competition does not recognize such a tax as 
a cost, then the enlightened portion of management must assume 
the responsibility of educating competition on that point through 
the publications and regular meetings of the trade organizations 
to which the particular companies belong. 

The procedure for passing the tax on in the selling price is 
simple. Management, together with its stockholders must decide 
what is a sound rate of return on the shares of the company, tak- 
ing into consideration all risks of obsolescence, style changes, tech- 
nological advances, etc. For example, let us assume that experi- 
ence shows that, in order to assure a sound return of 6 per cent on 
the company’s outstanding stock, a return of 10 cents on each 
dollar of sale must be realized. However, if the Government takes 
20 per cent of such profit in taxes leaving only 8 cents, then the 
selling price must be increased. The return of 10 cents therefore - 
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must be considered to be 80 per cent of the required net profit 
before taxes and in the case at point, selling prices would have to 
be increased 2% cents on the dollar to yield, roughly, a net profit 
of 12% cents before deducting the 20 per cent income tax. 

Of course, the 40 per cent tax on normal incomes of corporations 
under the 1942 Revenue Act was such a sudden and steep jump 
from what the tax had been that an adjustment of prices to meet 
such a tax increase is out of the question. Further, in view of the 
excess profits taxes, if your net profits before taxes are already 
substantially in excess of your excess profits credit, any increase 
in the net profit on the sale, in an attempt to recover the increase 
in the tax on normal income, would result in 90 per cent of such 
increased profit going to Uncle Sam (with a 10 per cent post-war 
refund). In other words, if a corporation has profits in excess of 
its excess profits credit, such excess profits are subject to the ex- 
cess profits tax rate of 90 per cent, and it therefore would be neces- 
sary to increase ‘the add-on eleven-fold in order to recover the in- 
crease in the tax on normal income catised by raising the rate to 
40 per cent. 


Taxes and the Maintenance of Dividends 


The increase in the tax rate on normal income to 40 per cent 
creates a serious problem for corporation managements striving 
to maintain customary dividends. (It should be pointed out here 
that the 40 per cent tax on normal income is made up of a 24 per 
cent rate, called normal tax rate, and 16 per cent, called the surtax 
rate. These rates are much less for corporations with taxable net 
incomes under $25,000.) The effect of this combination of taxes 
on the ability of a corporation to pay a dividend is particularly 
noticeable where a company has a preferred dividend obligation to 
meet. The likelihood of impairment of dividends was recognized 
in the 1942 Act in the case of utilities and there is no good reason 
why other corporations faced with difficulty in meeting preferred 
stock dividend obligations should not be similarly relieved. The 
Act provides that, in the case of utilities, an amount of its taxable 
income equivalent to the dividends it pays on its preferred stock 
shall not be subjected to the 16 per cent surtax, This is an im- 
portant point that industrial business should follow up in connec 
tion with future tax legislation. 
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As for the excess profits tax, the rate has been boosted, from 
graduated rates running from 35 per cent on the first $20,000 of 
taxable excess profits to 60 per cent on excess profits net income 
exceeding $500,000, as stipulated in the 1941 Act, to 90 per cent of 
all income in excess of the excess profits credit plus a specific ex- 
emption credit of $5,000 as stipulated in the 1942 Act. As stated 
earlier in this article, the excess profits credit may be either a per- 
centage of the invested capital or it may be the average of the earn- 
ings of the taxpayer for the four pre-war years, 1936 to 1939 in- 
clusive, with certain adjustments permitted to compensate in part 
for abnormalities or a bad loss or low-earning year within the four 
pre-war years. The excess profits tax under the Revenue Act of 
1942 places a ceiling of 80 per cent on the combined taxes on nor- 
mal and excess profits income and then further permits a post- 
war credit of 10 per cent of the excess profits tax. In other words, 
the 90 per cent tax on excess profits plus the 40 per cent tax on 
normal income shall not exceed 80 per cent of the taxable net 
income subject to those taxes. 


Taxes and the Maintenance of Working Capital 


However, businessmen must remember that the excess profits 
tax, like the tax on normal income, is payable in cash, whether or 
not the profits on which the taxes are levied have been converted 
to cash and are on deposit at the bank. There are many instances 
where corporations have had large net earnings on the books, none 
of which has been reduced to cash. For example, take a typical 
case: Corporation A earns a net income of $500,000, Its combined 
normal and excess profits taxes are $350,000 payable next March. 
During the taxable year, however, its profits were of necessity 
used to finance increased inventories of $300,000, increased plant 
equipment of $100,000, and increased accounts receivable from 
the Government of $50,000, all of which were necessary to carry 
out this corporation’s war business. Under the law, if Corpora- 
tion A is to pay its bills and meet its payrolls, it must go out and 
borrow money to pay its taxes. 

Of course, commercial banks do not care to loan money under 
such circumstances, and, therefore, the taxpayer is obliged to re- 
sort to a “Victory-Loan” which is war-financing that can be ob- 
tained from a bank which, in turn, through the Federal Reserve 
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Bank, obtains the guarantee of the Army and Navy for the loan, 
However, while the Army and the Navy will guarantee the loan 
to the lending bank, if the loan can be tied up to war contract in 
process, it, nevertheless, does not relieve the taxpayer of his obli- 
gation to have on hand or raise the money to repay the loan when 
it comes due. 

This state of affairs, as it may affect business, should be care- 
fully watched and anticipated by management. Management should 
urge upon Congress the enactment of a provision in the law that 
would permit deferment of taxes to the extent that the profits on 
which the taxes are levied have been reinvested in the business for 
war purposes, with the understanding that the taxes will be pay- 
able in cash by the taxpayer when, and to the extent, the assets 
representing the reinvested profits have been realized in cash. For 
details regarding Victor-Loan financing secure the American 
Banking Association’s bulletin on the subject of the “Presidential 
Executive Order No, 9112 and Regulation V.” Financial liquidity 
under the foregoing circumstances is a very serious problem that 
management must consider, in order to determine how much war 
work a business can take without endangering its future solvency. 


Taxes and Depreciation 

Another important element in our operations today is the extent 
to which management recognizes depreciation not only because of 
taxes, but, because of its direct effect on a concern’s financial posi- 
tion. Manufacturing business today, in its all-out attempt to meet 
the production schedules set by the Government, is gladly but rap- 
idly using up its plant assets through the employment of inexperi- 
enced people and the fast and furious pace of production oper- 
ations. Recognition of this situation by alert management will 
result in greatly increased provisions for depreciation. Manage- 
ment should be sure that their maintenance engineers—and if they 
are too busy, they should use competent outside engineers—make 
a study of the wastage and wear and tear on fixed assets to deter- 
mine how much to reserve out of profits for excessive depreciation, 
and also to get a complete factual report to justify and support the 
depreciation charge when called upon to account for it in renego- 
tiating war contract prices or in dealing with the Bureau of Inter- 
nal Revenue. 
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Depreciation reserves do not take care of all the wastage that 
takes place by reason of excessive wear and tear. There is also the 
wear and tear usually covered by repairs, but which today cannot 
adequately be made because of the constant use of equipment and 
must of necessity remain a contingent liability for restoration of 
plant and equipment at the conclusion of today’s extraordinary rate 
of activity. The reserve for deferred maintenance is necessary 
for cost purposes under renegotiation as well as for adequately 
setting forth taxable profits. But in so far as taxable profits are 
concerned, it is questionable whether the Bureau of Internal Rev- 
enue will allow a deduction for estimated deferred maintenance, 
in part because of the 10 per cent Excess Profits Tax Refund and, 
in part, because of the loss carry-forward provisions of the tax 
law. 


Carry-Backward and Post-War Refund Provisions 


Spokesmen for business have, because of their experiences of the 
last war, stressed in their testimonies before the committees in 
Washington the need for adequate safeguards against the effects 
of post-war losses. The Senate Finance Committee gave earnest 
consideration and study to the recommendations of these spokes- 
men and, fortunately for the capitalistic system, the Committee 
acted realistically ; as a consequence we find in the 1942 revisions, 
sections allowing the following :— 

1. Provision for the carrying backward of losses against the 

taxes of the two years immediately preceding. 

2. Provision for the carrying backward of unused excess profits 
credits against the excess profits taxes levied in the two years 
immediately preceding. 

3. Provision for refund of 10 per cent of excess profits taxes 
paid, such refunds being recoverable by corporations com- 
mencing with the second year after cessation of hostilities. 


The tax law, before the 1942 revisions, only provided for the 
carrying forward of current losses and unused excess profits credit 
against the two years immediately following. This provision as- 
sumed that the profit system was a one-way street of eternal 
profits. However, the provisions for 1942 recognize that loss years 
subsequent to profit years must also be taken into consideration in 
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smoothing out the hills and valleys, Therefore, management may 
look forward with a degree of security to the effects on its business 
caused by excesses of expenditures over income, such as may re- 
sult in the post-war years from deferred maintenance and rehabili- 
tation expenditures and losses incurred in the transition from a 
war-time to a peace-time basis. 


Need for Post-War Reserves 


Businessmen conversant with the post-war experiences of 1919, 
1920 and 1921 will recognize the sanity of the foregoing enter- 
prise-safeguarding provisions. These provisions are so sensible 
that business management must stand guard, ready to fight any at- 
tempt to repeal or emasculate them. Of course, business manage- 
ment must not only be on guard against repeal or revision of these 
provisions but must also be on guard to prevent the usual few 
from their own fold from abusing the loss carry-backward and un- 
used credit provisions. Present business management has a sacred 
duty to the enterprise system to make absolutely certain that the 
spirit, as well as the letter, of these beneficial provisions is ob- 
served. Management should continue to provide, out of present 
profits, for deferred maintenance and other contingencies that it 
can reasonably see will have to be contended with and provided for 
in the future, even though the reserves set aside today are not de- 
ductible for current tax purposes. This is a conservative policy 
because the potential tax refunds and credits previously mentioned 
are only “choses in action,” i.e., future rights which will be sub- 
ject to the vicissitudes of the future political-economic scene. Man- 
agement must be constantly appraising the future and always ready 
to raise or lower its sights with changing situations. 

Capital Gains and Losses 

Another very important provision for corporate manage- 
ment’s consideration is the change from the previous tax 
treatment of capital gains and losses, that is, gains and losses 
realized or taken on capital assets except those subject to de- 
preciation or used in a trade or business. Previous to 1942, a 
corporation could deduct its capital losses from income subject 
to normal income tax but under the Revenue Act for 1942, a 
corporation cannot take such losses for tax deduction purposes 
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except to offset capital gains. If it does not have sufficient 
capital gains, it may carry forward the excess of such losses 
for a subsequent period of five years as offsets to any excess 
of capital gains over capital losses that it may realize in those sub- 
sequent years. The net result is that capital gains are taxable, but 
capital losses are deductible only from capital gains. 
Special Amortization 

Another point of great interest to managements of war busi- 
nesses that have acquired special facilities for war production pur- 
poses, is that any such facilities acquired after December 31, 1939 
and before June 11, 1940 may, on application, be accorded the 
benefit of special amortization for tax purposes. Application for 
permission to amortize the cost of such special facilities must be 
made on or before April 20, 1943. In the previous law, corpora- 
tions that acquired special facilities on and after June I1, 1940 
were permitted, on receiving a certificate of necessity from the 
Army or Navy, to amortize the cost of such facilities over a period 
of five years, or less if the war should terminate less than five years 
after the facility was acquired. The new law extends the special 
amortization privilege back to include facilities started or acquired 
after December 31, 1939. 


Relief in Abnormal Situations 


In this connection managers of businesses earning excess profits 
should have their tax experts advise them whether or not there is 
any relief for their companies in the Internal Revenue Code, as 
amended by the Revenue Act of 1942, for abnormalities that their 
companies may have been subject to during the pre-war period, 
which abnormalities may heretofore have had an adverse effect on 
their excess profits credits. The Revenue Act of 1942 recognizes 
a number of abnormalities that should be taken into account in 
the determination of what normal earnings are for excess profit 
purposes. These recognized abnormalities are in addition to 
those previously recognized by the tax law. Some of them are 
as follows : 


1. Where production was interrupted or diminished in the 
base period because of unusual or peculiar circumstances. 
887 
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2. Where temporary business conditions depressed base pe- 
riod earnings. 

3- Where conditions in a particular industry created a profit- 
cycle different from the general business-cycle, or where, 
in the four pre-war years, the taxpayer’s industry did 
not enjoy a prosperous year, although its solvency and 
success as a business was dependent on good years at very 
irregular intervals. 
Another provision allows a corporation to eliminate from 
the four pre-war years’ earnings, a loss year or a year with 
particularly poor earnings, and substituting for that year, 
75 per cent of the average of the three remaining years, 


No doubt your tax people have already given consideration to 
these abnormalities, but these provisions may have such an im- 
portant effect on the net profit results that business managers 
- must make sure that they have been taken into consideration. 


The Last-in, First-out Inventory Method 


Another very important provision in the Internal Revenue Code 
in the last couple of years, and improved upon by the Revenue 
Act of 1942, is the so-called “Lifo,” last-in, first-out inventory 
method. This is of particular importance to those.of you whose 
companies deal largely in commodities or where raw material 
cost is predominant as related to the total cost of the items you 
manufacture. In days such as we are passing through, this 
method, tax-wise, ties in with the conservative business policy 
of getting rid of new high-priced materials first. Selling prices 
also of items where material cost predominates, are marked up 
or down with the rise and fall of the basic price of raw materials, 
as in the case of oil, minerals, etc. Previously, the ordinary ac- 
counting procedure of getting rid of old materials and conse- 
quently charging out first-costs or averaging the cost of materials 
charged out, brought about a cost of sales situation that did not 
properly relate the cost of shipments, profit-wise, to the current 
sales price. Similarly, under the old method, many concerns 
paid taxes on profits that were in reality non-existent because 
of the subsequent higher replacement cost of the items shipped. 
Business managers should carefully consider the last-in, first-out 
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method of treating inventories in order to be more realistic in 
the presentation of ordinary operating results and fairer to their 
companies in the matter of ascertaining true tax liabilities. 

Companies that have pension-trust or annuity plans should 
not lose any time in submitting them to their tax counsels to 
ascertain wherein the plans may have to be changed in order 
to have the disbursements thereunder allowable as deductions 
for income tax purposes. 

While the committeemen of the legislature in Washington 
have done a fine job in making the tax laws fairer and more 
equitable, nevertheless it appears that the taxation to which cor- 
poration incomes and dividends from businesses are subjected 
is so great that investments for dividend-return purposes are 
no longer desirable. It appears that the only way an investor 
can expect to get a reasonable return for his risk under present- 
day conditions lies in the investment of his funds in growing 
non-dividend-paying enterprises where the increment in value, 
when turned into cash, would be subject only to the capital gains 
tax which is limited to 25 per cent. 


Recommendations 


If present rates of taxation under the enterprise system already 
discourage investments, what form of tax program should busi- 
nessmen support? Realizing that the Government must have 
funds to carry on and that excess spending must be curbed, the 
following recommendations are made: 


1. Repeal of the Victory Tax. 

2. Enactment of a wartime retail sales tax on all commodities, 
to be levied against the ultimate consumer, commencing 
with a rate of 10 per cent and subject to later increases. 
Enactment of a “pay-as-you-go” plan, with provision for 
substantial federal tax withholdings by employers from 
the salaries and wages of employees. 

Enactment of a Spending Credit to discourage spending 

under which a person would receive a reduction in his 

income tax to the extent of, say, 25 per cent of the amount 

of money he may have invested during the taxable year 

in government bonds, life insurance, and debt reduction. 
889 
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5. A plea for more liberal allowances for depreciation than 

is now accorded by Treasury regulations, placing the burden 
of proof on the Treasury for changes it might make in 
rates used by the taxpayer. 
Provisions for deferment of payment of corporation taxes 
to the extent that the profits on which such taxes have been 
levied have been reinvested in war activities of the tax- 
payers. 

. That the several business organizations which are today 
represented in person or otherwise before the several tax 
committees in Washington get together and present a 
united front on tax matters. This could be accomplished by 
employing a disinterested, nationally known body of unques- 
tioned integrity, to which could be assigned the job of 
drawing up for presentation to Congress a tax bill that 
would be fair and equitable to business and, as a result, 
preserve the enterprise system for the future. 

Conclusion 

Business management today has a tremendous responsibility 
not only to stockholders but also to posterity to the end that the 
benefits of the enterprise system be preserved, and they have a 
trust that can only be fulfilled if the enterprise system emerges 
solvent after this war. In judgment of things to come and of 
things to be done, management should not, out of the emotions 
of the present situation be blindly influenced by what is said, 
but instead should use inquiring intelligence and act on the basic 
principle of taking nothing for granted. 

Business managers today are faced with all kinds of regulations 
that must be observed if the war is to be prosecuted successfully 
at the cheapest cost in blood and treasure. Therefore, do not 
stint in the use of the helps that are available in the form of 
outside professional industrial counsel, of the help that pro- 
fessional accountants can give, in the generous use of competent 
tax advice, and last but not least, the use of the different business 
and trade bodies representing your particular industry or business. 
Your trade and business bodies can be invaluable in such matters 
as, the variety of regulations dealing with priorities, labor supply, 
wage rates, hours of employment and government contracts. 
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You may think you can cover the ground ‘yourselves without the 
employment of these outside aids, but if you were to attempt to 
increase your personnel to be adequately staffed at all points, 
our shops would be producing for the overhead, and not for 
the war. 


GOVERNMENT POLICIES IN COST DEFINITIONS 
UNDER COST-PLUS-FIXED-FEE CONTRACTS 


By Moore C. McIntosh, Chief, Accounting Advisory Branch, 
Procurement Policy Division, War Production Board, 
Washington, D. C. 


Cost Definitions Are Not Exact 


saghbong W. BENNETT began his article in the N.A.C.A. 

Bulletin of August 1, 1942, with this striking sentence: “One 
of the most interesting phases of our calling, whether we are 
engaged in public or private work, springs from its failure to 
become exact.” 

“Failure to become exact.” This description is certainly an 
apt one for definitions of costs under contracts with the Govern- 
ment of the United States. It is necessarily so. The search 
for the perfect or universally satisfactory contract has not been 
crowned with success and as long as we have different types of 
contracts with varied special provisions we must expect to have 
to contend with difficulties in our attempts to outline cost defini- 
tions that will apply to all contracts. 

The prices which the Government pays under some contracts 
are determined upon a cost-plus-fixed-fee basis while under 
many other contracts the prices to be paid are fixed by negotiation 
but may be reduced under the contract price adjustment pro- 
cedure if the profits are found to be excessive. Under both 
types of contracts, the cost definitions are important but some 
items of cost that may be allowed in computing results under 
negotiated-price contracts will not be allowed as reimbursable 
costs under cost-plus-fixed-fee contracts. 
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Since neither type of contract is completely satisfactory it 
has followed, inevitably, that at various times the Congress of the 
United States has prescribed special limitations and conditions. 
The President and officials of the governmental contracting 
agencies have also prescribed or directed additional limitations 
and conditions to be covered by provisions of the contracts. 
Contractors, themselves, have often requested and obtained 
special clauses to clarify their rights to their own satisfaction. 
Most of these special prescriptions, directives, limitations and 
clauses have important influences on the definitions of costs 
that may be allowed in order to determine finally the price that 
the Government will pay and allow the contractor to retain under 
his contract. 

Therefore it is impossible to “become exact” in the matter 
of cost definitions. This fact seems evident to me but I have 
found that it is often difficult to convince other people that it is 
true. Discussion of cost definitions always brings to my mind 
the old, old story about the deputy who unsuccessfully tried to 
catch an escaping prisoner and then reported to his superior 
officer: “The more I gained on him the farther away he was and 
the last time I saw him he was clear out of sight.” 

Some of the practical difficulties met by cost accountants largely 
as the result of the impossibility of having uniform cost defini- 
tions that will apply under all federal contracts were indicated 
by Max Thompson in his article on the subject of “Cost Esti- 
mating for Government Contracts” which was published in the 
N.A.C.A. Bulletin, July 1, 1942. 


Cost Principles Under CPFF Contracts 


Under cost-plus-fixed-fee contracts the basic concept is that 
the contractors should perform specified work or deliver specified 


material things and be paid therefor the sum of their contract 


costs and their specified fees. This does not mean that needless 
or extravagant expenditure should be allowed but that generally 
all ordinary and necessary contract costs should be allowed. 

Many cases of disputed costs under contracts made during 
the World War period were later decided in favor of the con- 
tractors by the Court of Claims and affirmed by the Supreme 
Court. These decisions had two important results. Thereafter 
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the contracting agencies and the Comptroller General of the 
United States issued more liberal interpretations in line with 
those decisions and many contracting agencies began to insert 
in their contracts more specific cost limiting clauses. 


Treasury Decision 5000 


On August 7, 1940, the Commissioner of Internal Revenue, 
with the approval of the Secretaries of the Treasury, the War 
and the Navy Departments, promulgated Treasury Decision 
sooo under section 2(b) of the act of June 28, 1940 and other 
authorities. This decision dealt with the liability for excess 
profits on contracts for naval vessels and army or navy aircraft. 
Section 26.9 of T. D. 5000 set forth the definition of contract 
costs for the purposes of the administration of limitation of 
profits on those contracts but it included the statement that “no 
definitions of the elements of cost may be stated which are of 
invariable application to all contractors and subcontractors.” 
The provisions of law upon which T. D. 5000 was based were 
suspended by the Second Revenue Act of 1940 which was ap- 
proved.October 8, 1940, but many contracts entered into since 
that date include Section 26.9 by reference or direct quotation 
for the specific purpose of defining reimbursable costs. Its 
use has not been limited to contracts for naval vessels and army 
or navy aircraft but has been extended to cover contracts for 
many other articles. 


The Green Book 

In April 1942, the Green Book entitled “Explanation of Prin- 
ciples for Determination of Costs Under Government Contracts, 
War Department-Navy Department” was published. Eric A. 
Camman, Chief, and Maurice E. Peloubet, Assistant Chief, of 
the Accounting Advisory Branch, War Production Board pre- 
pared the explanation. During the months spent in its prepara- 
tion they discussed many drafts, paragraph by paragraph, with 
scores of officers, officials, accountants, economists and attorneys 
of many federal agencies and organizations of professional and 
industrial accountants. 

Every suggestion received was given careful consideration 
and many were incorporated completely in the final draft which 

893 


N.A.C.A. Bulletin April 1, 1943 


was submitted by Chairman Donald M. Nelson of the War Pro- 
duction Board to the Under Secretary of the Navy, James For- 
restal, and the Commanding General, Services of Supply of the 
War Department, Lieutenant General Brehon Somervell. Both 
officers expressed appreciation of the value of the booklet and 
requested copies for distribution to the personnel of their respec- 
tive departments. 

Of special interest are the comments which Lindsay C. Warren, 
Comptroller General of the United States, included in his letter 
of December 23, 1941 to the Director General, Office of Pro- 
duction Management : 

“Tt is understood that the proposed manual, which sets forth 
general principles applicable to costs under contracts for the 
furnishing of supplies, is to be distributed for the information 
of contractors to aid them in computing costs under supply 
contracts with the United States and as a guide in the deter- 
mination of proper costs and fair profits. It also appears 
that the manual is not designed to be completely comprehensive 
as to the exact accounting procedures to be employed by con- 
tractors but is intended to set forth in general principles the 
costs that are admissible, inadmissible, and those that are sub- 
ject to limitation. 

“The manual has been reviewed and while it is not within 
the jurisdiction of this office to give formal approval to ad- 
ministrative instructions of the type therein proposed, it appears 
that the general principles of costs as they related to supplies 
to be furnished to the Government are set forth in such manner 
as to be in the interest of economy and advantageous both to 
the contractors and to the Government. 

“Further comment thereon would not appear appropriate in 
view of the fact that all claims and demands arising from the 
classes of contracts outlined therein are required to be audited 
and settled in the General Accounting Office. This office, 
however, concurs in the desirability of the distribution of the 
manual as administrative instructions to contractors.” 


More than one hundred thousand copies of the booklet have 
been distributed by the War Production Board and the Super- 
intendent of Documents. 
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The Explanation outlines the fundamental principles for the 
determination of costs but, as it points out, the description fur- 
nished is indicative and not inclusive, and the admissible costs, 
cost limitations and inadmissible costs are subject to interpretation 
and decision on any special provisions expressly included in a 
contract. It must be remembered that contracts cannot give 
contractors any rights to reimbursements for costs that are pro- 
hibited by law, executive order, regulation or public policy. 

On July 16, 1942, the Acting Secretary of the Navy issued, 
to all bureaus and officers of the Navy Department and to the 
Commandants of the U. S. Marine Corps and the U. S. Coast 
Guard, a memorandum which makes the recommendation that 
an article be included in cost-plus-fixed-fee contracts providing 
that allowable costs should be determined in accordance with 
the Explanation provided that paragraphs 9 and 44 thereof shall 
be modified to require the deduction of all cash discounts. The 
memorandum provides further that appropriate addition or modi- 
fication may be made in the recommended article to meet par- 
ticular conditions. 

Interpretation of Government Contracts 

Government contracts are subject to interpretation just the 
same as are contracts between individuals for the sole purpose 
of giving effect to the intention of the parties to the contracts. 
Therefore the contractors, their officers, attorneys and accountants 
are as competent to interpret cost definitions under government 
contracts as they are to interpret the provisions of their contracts 
with commercial concerns. For the United States the interpreta- 
tions of cost definitions are usually made by the contracting 
officer or by the cost inspectors for him. Such interpretations 
are subject to modification or reversal by higher authority in the 
contracting agency and by the Comptroller General of the United 
States who is the head of the General Accounting Office, an 
agency which is independent of the executive departments. The 
Court of Claims and the Supreme Court of the United States 
may, and-often do, reverse the interpretations made by the Comp- 
troller General or by other officials of the United States. 

The interpretations made by the contracting officers carry 
great weight because those officers are in a sense parties to the 
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contracts, representing and speaking for the Government and there- 
fore seemingly competent to declare the meaning of the contracts, 
but their interpretations are at times somewhat colored by their 
opinions as to how the Comptroller General may decide points 
rather than being based entirely on their own opinions as to how 
the contracts should be interpreted. 

Some of the contracting agencies have established units or 
divisions to issue interpretations of cost definitions for the gui- 
dance of contracting officers and cost inspectors but their inter- 
pretations may be nullified by the General Accounting Office 
in the course of its post audit of disbursement vouchers or in the 
course of its consideration of contractors’ claims. The possibility 
of post audit exceptions often causes federal agencies and officials 
to make special efforts to avoid approving items for reimbursement 
which may seem to be open to any question by the General Ac- 
counting Office. This is particularly true when there is a long 
lapse of time between the date of payment and the date of post 
audit. 


New Post-Audit Policy of G.A.O. 


The General Accounting Office last year put into effect a new 
post-audit policy which should prove to be a beneficial contribution 
to better interpretation of cost definitions by the administrative 
officials of the Government. Vouchers for payments under many 
cost-plus-fixed-fee contracts are now post audited by representa- 
tives of the General Accounting Office located at the projects 
and their tentative exceptions to reimbursements will usually be 
brought to the attention of officials concerned within a few days 
after the payments are made. The tremendous advantage of this 
current post-audit is obvious. 

So much emphasis has been placed on exceptions taken by the 
General Accounting Office in the post-audit of disbursing ac- 
counts that many people do not realize that it is also the function 
of that office to consider claims for accounts not allowed by 
officials of the administrative agencies. Disbursing officers, heads 
of departments or independent establishments and certifying 
officers submit many questions to the Comptroller General for de- 
cision. Quite often the officials submitting the questions do not want 
to allow the items, but choose to let the Comptroller General 
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render the decision instead of deciding the points on their own 
An Example 

The decision which the Comptroller General issued last June 
on the question of the Capital Stock Tax as an allowable cost 
under Maritime Commission Regulations illustrates this fact. 
The letter of the Commission stated that certain contractors had 
declared their capital stock valuations at excessive amounts in 
order to increase their capital stock taxes and reduce their excesss 
profits taxes. According to the Commission’s letter, its regulations 
allowed franchise, excise and capital stock taxes as reimbursable 
costs but excluded income and excess profits taxes. The Com- 
mission stated that it intended to instruct auditors to disallow 
as reimbursable costs those parts of the capital stock taxes which 
were based on excessive Valuations and asked whether or not 
the Comptroller General considered such instructions proper. 
The Comptroller replied, in part, that “there would appear 
to be no reason why the auditors of the Maritime Commission 
should not be instructed as you suggest with respect to the con- 
tracts of the Commission——” 

The decision, in effect, meant that the Comptroller General 
would sustain such disallowances by the Commission, Therefore 
any contractors who may think such items should be allowed 
are made aware of the fact that they will have to take their cases 
at least as far as the Court of Claims for consideration before 
they can get the Commission’s disallowances reversed. — 


Some Special Cost Limiting Clauses 

Some cost-plus-fixed-fee contracts include articles itemizing 
just what the term “actual net cost” shall include. Difficulty 
will be met in any attempt to include other items unless the word- 
ing of the contracts clearly indicates that the list of reimbursable 
costs is not exclusive. In any event, such other items must be 
shown to be reasonably incident to the fulfilling of the contract 
before they will be allowed as a part of the “actual net cost.” 

Most of the special limitations on admissible costs that have 
been included in contracts have been caused by the spectacular 
abuses that have come to the attention of the public. A few 
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examples will illustrate the point and show how they have com- 
plicated the work of the people concerned with cost definitions, 

Rentals paid by contractors for equipment used were dis- 
closed to be far in excess of the amounts that could be justified 
on the basis of the actual values of the rented equipment. In 
some cases the rental paid amounted in a few weeks to more 
than the original costs of the property. Several paragraphs are 
sometimes inserted in contracts to prevent unreasonable rental 
payments. The difficulty in the drafting of limiting definitions 
is clearly demonstrated by the successive clauses to protect first 
the Government and then the contractor. 

Instances of seemingly excessive costs for travel and subsistence 
expenses have led to the inclusion of clauses providing that al- 
lowances for such costs shall be made to conform to those allowed 
by Standardized Government Travel Regulations, which are not 
simple. 

Huge contingent fees and commissions paid in connection 
with negotiating for government business have caused restrictions 
that have often placed in doubt the admissibility of items of 
costs that would usually be considered proper by the most con- 
scientious official or contractor. 

We must expect that as other instances of exorbitant costs 
are found there will be other restrictive laws, orders, regulations 
and clauses devised to guard against them. These restrictive 
provisions will often, at least temporarily, complicate cost defini- 
tions but there is a brighter side to this picture too. 


Some Recent Cost Interpretations 


The officers and officials of the various contracting agencies 
have been exchanging information with each other for their 
mutual benefit and education. In this way proposed cost pro- 
visions, definitions and interpretations become widely circulated. 
The people charged with the responsibility for the proper per- 
formance of the Government’s accounting work meet with ac- 
countants employed in public and private work and discuss their 
problems. Perhaps the thing that is most impressive in this 
connection is the fact that in these exchanges of information 
and suggestions, the participants are generally sincerely and 
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i trying to improve the procedures and to learn the better 
ways of doing their work. 

Some recent rulings and cost interpretations issued by the 
Navy and War Departments for the guidance of contracting 
officers and cost inspectors cover items of general interest to 
industrial and public accountants. The more important points 
covered are: 


(1) Feperat Caprtat Stock Tax. Ruling E-9 revised 
February I, 1943, instructed Cost Inspectors of the Navy De- 
partment “to allow as items of cost Federal capital stock taxes 
reasonable in amount and reasonably allocated to contracts on 
which final payment had not been made at December 31, 1942.” 


(2) ContrispuTIONs To NATIONAL CHARITABLE ORGANIZA- 
tions. Contributions to recognized national charitable organi- 
zations are treated as contributions to local organizations if the 
campaign for contributions is prosecuted locally. The general 
basis for allowing the expenses of contributions to local charitable 
or community and similar organizations is described in paragraph 
(g) (4) of Section 26.9 of T. D. 5000, in paragraph 40 of the 
Green Book, by Ruling E-11 of the Bureau of Supplies and 
Accounts, Navy Department’s Cost Inspection Manual and by 
Cost Interpretation No. 9 of the Fiscal Division, SOS, War 
Department. 

(3) Depreciation AND AwmorTIzATION. Amortization of 
emergency facilities covered by certificate of necessity will not 
be allowed as admissible costs at the rate of 20 per cent per year 
solely because such a rate is allowed for tax purposes. The rates 
to be allowed in computing costs must be justified by the con- 
tractor on the basis of the reasonable useful life of the facilities 
after giving consideration to all factors such as value, wear and 
tear, obsolescence, inadequancy, multishift operation and lack 
of maintenance. Navy Department Expense Ruling E-13 and 
War Department Cost Interpretations No. 9, in effect, state 
similar principles covering this point. 

(4) Entertainment. War Department Cost Interpretation 
No. 4 states the principle that expenses solely in the nature of 
entertainment are not allowed but that expenses incident to group 
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meetings of a business nature or of events to stimulate employee 
morale are not necessarily entertainment and may be allowed. 

(5) Group RetrremMeNtT ANNuITY PLAN PreMiIuMS. War 
Department Cost Interpretation No. 11 outlines the conditions 
under which such premiums are admissable as _ reimbursable 
costs. Premiums applicable to the contract period may be al- 
lowed if the plan is (1) actuarially sound, (2) applicable to a 
representative number of employees, (3) not primarily for the 
benefit of officer or stockholder employees, and (4) based on 
the premise that any premium paid is not a distribution of profit 
but is a part of reasonable compensation. 

The rulings and interpretations described above are good ex- 
amples of the usually sound and reasonable accounting determina- 
tions made by the officers and officials who are directing this 
important work in Washington. It must be expected as a matter 
of course that many tentative decisions will be made by con- 
tracting officers and cost inspectors that appear to be somewhat 
unreasonable. Even if all contracts included exactly the same 
provisions it would be too much to expect that any group of 
accountants or lawyers could ever be recruited so as to have 
stationed at every audit point a man who would rule on each 
item of cost coming before him in the course of his work exactly 
as any other man in the group would rule. Such uniformity 
is desirable but, like many other desirable goals, not attainable. 


Sources of Information on Cost Interpretations 

Contracting officers and cost inspectors regularly receive copies 
of rulings or interpretations that apply to the contracts with 
which they may be concerned and it is to those officials that 
contractors, their accountants and lawyers usually should apply 
for current information on government requirements relating 
to costs. Industrial accountants connected with companies which 
have only Ordnance Department contracts, for example, should 
not burden themselves with instructions or interpretations issued 
by the Bureau of Supplies and Accounts or by any procurement 
agency other than the Ordnance Department. 

The Federal Register, which may be obtained from the Super- 
intendent of Documents, Washington, D. C., is an official daily 
publication which prints currently Executive Proclamations, Ex- 
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ecutive Orders and Rules, Regulations and -Orders issued by all 
federal agencies. Such a small percentage of the items printed 
have any bearing on cost definitions that it would not be worth 
while to search through the publication each day trying to find 
something that might apply to the subject of contract costs. 

The Comptroller General’s Decisions may also be obtained, 
in monthly booklet form, from the Superintendent of Documents, 
Washington, D. C. Only a small part of the published decisions 
relate to the question of contract costs and those that are so re- 
lated have such specific application to the cases decided that it 
is not recommended that industrial accountants try to read all 
of the decisions. 

The N.A.C.A. Research and Technical Service Department is 
also well equipped to assist members in finding answers to ac- 
counting questions submitted, including those involving cost 
interpretations under government contracts, and the N.A.C.A. 
Bulletin includes, in its Cost Currents Section, short current 
reports on items that seem to be of general interest to industrial 
accountants. 
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Section III 


Practice in Accounting for 
Production 


EDITORIAL DEPARTMENT NOTE 


This is the first of three research reports to be distributed with 
this and the next two issues of the N.A.C.A. Bulletin. The informa- 
tion contained in these three reports was obtained from question- 
naire replies supplied by over 300 N.A.C.A. members connected with 
a group of representative industrial companies. Two questionnaires 
a with the accounting treatment of various expenditures arising 
out of wartime production were distributed through N.A.C.A. chap- 
ters. The questionnaire upon which this report is based was concerned 
with various expenditures of a continuing or recurring nature; a 
second questionnaire distributed through another group of chapters 
was with various expenditures of a non-recurring type. In 
addition all questionnaires contained a group of questions on practice 
in accounting for depreciation and amortization, which will provide 
the basis for a third research 


rt. 

These studies were poe walle the direction of George D. 
Director in charge of Research and made possible 
by co-operation of N.A.C.A. members who found time even in 
this period of great stress to supply information on the practice of 
their companies in accounting for various expenditures arising from 
wartime production. 


CoPpYRIGHTED BY THE 


NATIONAL ASSOCIATION OF 
COST ACCOUNTANTS 


Aprit 1, 1943 


{ 
ar 
4 th 
ex 
hd qe 
pe 
du 
de he 
: in 
co 
qt 
w 
th 
a | 


PRACTICE IN ACCOUNTING FOR CONTINUING 
EXPENDITURES ARISING FROM 
WARTIME PRODUCTION 


Compiled by 


The Research and Technical Service Department 
National Association of Cost Accountants 
R. P. Marple, Director 


es OBJECT of this study was to determine how industrial 
companies are accounting for certain types of expenditures 
arising out of wartime production, and to determine, if possible, 
the reasons for observed differences in accounting treatment. 
Two questions were asked with respect to each of 12 types of 
expenditures : 
1. Is the total expenditure charged to— 
a. War contract production only, 
>. Non-war production only, or 
c. Divided between both types of production? 
. Is the expenditure applied as— 
a. A direct charge, 
b. A part of factory overhead or burden, or 
c. Is other treatment used? 


In addition to these two questions, space was provided on the 
questionnaire for comments on the way in which each type of ex- 
penditure was apportioned between war contract and non-war pro- 
duction. While the comments on this point were not sufficient to 
justify a tabulation of the information, they have proven most 
helpful in interpreting the answers to the other two questions and 
in providing clues to the reasons for variations in practice. 

In addition to the specific questions with reference to the ac- 
counting treatment accorded the 12 types of expenditures, the 
questionnaire contained three questions of a more general nature, 
which provided a basis for classifying the companies and deter- 
mining the reason for variations in accounting practice. Because 
the answers to these three questions will help in interpreting the 
answers to the others, they will be considered first. 
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Wartime Shifts in Products and Types of Equipment 

Because it was felt that the accounting treatment accorded some 
of the expenditures covered by this study might be influenced by 
whether a company was or was not producing essentially the same 
products as during peace times and by whether it was or was not 
utilizing the same types of equipment as during peace times, the 
first question asked members to report on this point. On the basis 
of the replies to this question the 143 companies responding to this 
questionnaire have been grouped as follows: 


Number of 
Tyre or Propuction anp Equipment Uriizep Companies 
equipment as during peace times ..........++.eeeee0 65 
2. Producing products different from peace-time products, 
but utilizing the same type of equipment ............. 31 
3. Producing both the same products and different prod- 
ucts, but utilizing the same type of equipment ........ 10 
4. Producing products different from peace-time products ; 
requiring new types of equipment ................+ 11 
5. essing eens different from peace-time products ; 
utilizing both same and new types of equipment ....... ll 
6. Producing both same and different products, utilizing 
same and new types of equipment .................... 14 


By breaking down this information further we obtain the fol- 
lowing two tabulations: 


Number of 

Type or WARTIME PRopucts Companies 
Essentially the same as 65 
Different from peace-time products .................++-5 53 
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It would appear that while many companies during wartime are 
manufacturing products which are new to them, the products in 
most cases are manufactured on the same type of equipment as 


used during the pre-war period. 


Proportion of War and Non-War Business 
The second general question was based on the feeling that a 

company’s practice in accounting for certain types of expenditures 
might depend on the relative amounts of war and non-war business 
on which it was engaged. Members were asked to report by per- 
centages to total sales the proportion of gross sales billed during 
the last quarter of 1942 which represented : 

1. Government fixed-price contracts and subcontracts. 

2. Government CPFF contracts and subcontracts. 

3. Non-government sales, not subject to renegotiation. 

4. Other sales. 


On the basis of the answer to this question it was possible to 
divide the companies into the following three groups: 


Number of 
Proportion oF War Contract BusINEss Companies 
All sales on government contracts and subcontracts ...... 30 
No sales on government contracts or subcontracts....... 
Division of sales government and commercial 


In the following table the third group of companies has been 
broken down to show by percentage ranges the number of com- 
panies reporting their percentage of war work within each range. 


= 
| 
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Number of 
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In these days of rapid shift it may be dangerous to use the in- 
formation on sales for the last quarter of 1942 as an indication of 
the division of production between war and non-war work at the 
time the questionnaires were answered in late January and early 
February. While it is probable that the percentage relationships 
may have changed, it is not likely that there have been important 
shifts between the three main classifications noted above. Accord- 
ingly, in view of the lack of any more specific measure of each 
company’s production at the time the questionnaires were 
answered, this classification has been used in the tabulations and 
comments which follow. 

Method of Costing in Use 

Because the method of cost accourting in use may influence the 
treatment accorded certain types of expenditures, our third ques- 
tion was on this point. The number of companies using each cost- 
ing method is shown below: 


Current Metuop or Cost AccUMULATION 


Ideal or current standard costs 
Basic standard costs 


The companies using two or more methods reported the follow- 
ing combinations : 


CoMBINATION OF 

ob costs and process costs 

ob costs and current standard costs 

ob costs and basic standard costs 

rocess costs and current standard costs 
Process costs and basic standard costs .............-000+ : 
Current and basic standard costs 
Job process and current standard costs 

ob, | one and basic standard costs 
listed methods 


In addition to asking for a report on current cost accounting 
methods, question 3 asked for a report on cost methods in use prior 
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to production on government contracts. By comparing the answers 
to the two parts of this question it is possible to obtain an indica- 
tion of the extent to which companies have changed their methods 
of cost accumulation under the impact of government contract pro- 
duction—a subject on which there has been a considerable differ- 
ence of opinion. 

Of the 143 companies covered by this study, 123 woes no 
change in cost accounting methods. The changes reported by the 
other 20 companies were as follows: 


NATURE OF CHANGE 

From job to process and current standards 

From job and current standards to job costs ............ 

From job and basic standards to job, process and basic 
standards 

From process to job costs 

From process to job and process 

From process and current standards to job, process and 
current standards 

From current standards to job costs 

From current standards to job and current standards 

From basic standards to j 

From basic standards to job and basic standards 

From basic standards to process and basic standards 

From basic standards to job, process and basic 


It will be noted that in many of these cases the change was not 
the substitution of a new costing method for the one formerly 
used, but the addition of another costing method to the method or 
methods previously in use. The following restatement of the above 
information shows this clearly: 


Number of 
NATURE OF CHANGE Companies 


The addition of job costs to the method or methods for- 


merly used 
The "addition of process costs to the method or methods 
formerly used 
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While the trend has been away from process and standard costs 
toward job costs, the number of changes has not been nearly as 
great as might have been expected, and only 9 of the 143 com- 
panies have actually dropped the process and standard cost meth- 
ods formerly used. Moreover, of the 20 companies, all but 5 are 
now manufacturing products different from those produced in 
peace times, suggesting that the changes are due more to changes 
in the nature of the products manufactured than to the needs of 
government contract production. 

To some extent, answers to the three questions already discussed 
provide us with answers to the questions on accounting treatment 
of various expenditures. Companies engaged 100 per cent on war 
contract production will naturally charge these expenditures to 
such contracts, while companies with all non-war production will 
apply the expenditures to commercial production. We would ex- 
pect the larger group of companies with divided production—partly 
government contracts and partly commercial work—to divide the 
charge between the two types of production, but there are import- 
ant exceptions to this, and the comments which follow will be de- 
voted largely to a consideration of these exceptions from expected 
practice. In each case in reporting the answers to a question, we 
have shown the number of companies which submitted question- 
naires but did not answer the specific question being considered. In 
some cases members have answered one part of a question but not 
the other. Thus, in the case of direct labor overtime premiums, 7 
of the 143 companies submitting questionnaires failed to report the 
type of production charged, but all of the 143 reported the method 
used in applying this item of cost. The replies will be reported in 
the order in which the expenditure types were listed in the ques- 
tionnaire. 


1. Overtime Premiums Pam Direct LasBor 
100% War 100% Ni 
Total Contract. Wer Work Divided 
Charged to: i Production 
War contract production 7 
Non-war production only 7 7 
Both types of production 
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The practice here is completely in line with what one would 


Further analysis is needed to determine the significance of these 
figures. The fact that 75 companies report that direct labor cver- 
time premiums are treated as direct charges does not mean that in 
all of these companies such premiums are ultimately absorbed by 
the job, contract or product worked on during overtime hours. 
Both the method of cost accounting in use and the meaning placed 
on the term “direct charge” need to be considered before any ac- 
curate interpretation of these figures is possible. 

Under the process method of costing, the distinction between 
direct and indirect costs is not as important as it is under job cost- 
ing. Under this method all costs of a process, operation or depart- 
ment are accumulated for the period or run and divided by the 
production to arrive at an average unit cost. Whether overtime 
premiums are originally treated as a direct charge or as a part of 
overhead the effect of this method is to spread them over the pro- 
duction of the period or run used in obtaining the average cost. 

Under the ideal or current standard cost method, the treatment 
of overtime premiums as a direct charge would infer that an allow- 
ance for such premiums was included in standard labor costs. This 
would result in the spreading of such premiums, so far as they are 
included in standards, over jobs and contracts, with any difference 
between the standard and actual amount taken up in variance ac- 
counts. The variance accounts, if later applied to jobs and con- | 
tracts, could hardly be applied to specific jobs or contracts and 
would need to be spread. 

Much the same result is obtained under the basic standard cost 
plan. Briefly, this method of costing provides for the use of the 
ratio of actual to standard costs for the period to convert the 
standard cost of production to an average actual cost. While under 
this method a considerable division of material, labor, and over- 
head cost is used in developing ratios, the effect is to spread over- 
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time premiums over jobs and contracts, whether originally re- 
corded as a part of direct labor or as an item of overhead. 

Of the 75 companies which report that direct labor overtime 
premiums are treated as direct charges, 21 use process costs, 7 use 
ideal or current standards, 11 use basic standards, and 2 use a 
combination of these methods. While these 41 companies originally 
record direct labor overtime premiums as direct charges, it would 
appear that the effect of their methods of costing is to spread the 
cost of such premiums over the jobs and contracts of a process, 
department, or other division, or of the plant as a whole. The other 
34 companies of the original 75 use job costs alone or in conjunc- 
tion with some other costing method. 

We are now in a position to restate the previous figures to more 
nearly reflect the disposition of direct labor overtime premiums in 
relation to the costing of individual jobs and contracts : 

Number of 
Applied as: Companies 


An apportioned or prorated cost by— 
a. Inclusion in fact overhead 


b. Application as a direct charge a 


standard cost methods 


Even in the case of the 34 companies using job costs there is 
considerable evidence that in some cases the overtime premiums 
are spread or apportioned to jobs and contracts rather than charged 
against the jobs or contracts worked on during overtime hours. 
One outgrowth of government contract costing has been the birth 
of what might be called the “apportioned direct charge.” Prior to 
the war the terms “direct charge” and “direct cost” usually re- 
ferred to expenditures which could be traced directly to the job, 
contract or product to which they were applied. Without searching 
for causes or reasons it can be reported that since the beginning of 
wartime production there has developed the practice of excluding 
from overhead certain types of expenditures formerly included 
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there and of prorating or apportioning these items of cost over all 
production as a so-called “direct charge.” 

The use of the “apportioned direct charge” by some of the com- 
panies using job costs in whole or part is indicated by various 
comments on the questionnaire explaining how overtime premiums 
are apportioned : 

“Applied prorata.” 

“Apportioned on basis of direct labor at regular rates.” 

“An addition to direct labor cost on both war and non-war pro- 
duction as per apportioned payrolls.” 

“Collected in ‘Direct Labor Increment’ account and charged 
monthly to both types of production on basis of plant activity.” 

Unfortunately the questionnaires do not provide the data needed 
to determine how many of the 34 companies treat direct labor 
overtime premiums as “apportioned direct charges” and how many 
apply the premiums specifically to those jobs or contracts worked 
on during overtime hours. That some companies do follow the 
latter plan is indicated by such comments as— 

“Overtime premium rides with labor.” 

“The last job worked on in the day after 8 hours gets the over- 
time charge.” 

“Charged according to product worked on.” 

In the light of the practice revealed by the questionnaires it is 
interesting to note that a cost interpretation recently issued by the 
Fiscal Division, Headquarters, Services of Supply, applicable to 
Army CPFF supply contracts states : 


“1. Overtime premiums do not apply solely to the work done 
in the overtime hours, but rather to the work done within 
the entire period which is the basis for determining the 
amount of overtime worked. 

“2. Similarly shift premiums apply to all work done in a 
particular department or other overhead unit within the 
pay-roll period since they arise because of the total num- 
ber of daily hours operated including all shifts. 

3. The provisions of paragraphs 1 and 2 are met if the 
overtime and shift premiums are included in factory 
overhead.” 
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The three companies listed under “other treatment” above report 
the following methods of accounting for direct labor overtime 
premiums : 

1. “Charged direct to profit and loss.” 
2. “Treated as a direct charge on war work, as overhead on 
non-war work.” 
3. “Per cent of premium to total direct labor charged to war 
production, balance to factory burden.” 

These last two answers are indicative of the tendency to treat 
expenditures normally included in overhead as direct charges 
where they relate to government contracts. 


2. Overtime Premiums [Nnpirect LaBor 


Companies 
100% War 100% Non- —_ with 


Total Contract ‘ar Work 
Charged to: Companies Companies Companies 
War contract production only.... 28 28 
Non-war production only......... 8 7 1 
Both types of production......... 100 : 100 
2 5 
Total Companies .......... 143 Kt] 7 106 
= = 


With the one exception of the company with divided production 
which charges all indirect labor overtime premiums to non-war 
production, the practice is again what one would expect. The one 
exception represents a company only one per cent of whose pro- 
duction is on war contracts. 


Number of 
Applied as: Companies 
A part of factory overhead or burden .................. 115 


What better indication could there be of the current tendency to 
treat everything possible as a direct charge than the reported prac- 
tice of 25 companies who treat overtime premiums paid indirect 
labor as a direct charge? It is true that in some companies due to 
the size of contracts and greater segregation of jobs it has been 
possible to apply the compensation of foremen and other em- 
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ployees, and certain other expenditures as direct charges in place 
of the former practice of including such compensation in over- 
head. But the questionnaire referred to overtime premiums on 
indirect labor, so that it would appear that these 25 companies are 
accumulating such premiums in a separate account and treating 
them as “apportioned direct charges.” 

However, as in the case of direct labor premiums the figures 
above do not present the whole picture. Of these 25 companies, 10 
use process costs, 9 use basic standard costs, 2 use current stand- 
ard costs, and only 4 use job costs. As pointed out above, the use 
of process cost or basic or current standards results in spreading 
the overtime premiums over production. The effect on the cost 
of individual jobs and contracts of treating indirect labor overtime 
premiums as a direct charge under job costs cannot be appraised 
without knowing how the charge is apportioned, and this informa- 
tion was not provided by the answers to the question. 


3. Muttiece Suirt Premiums 


Companies 
100% War 100% Non with 
Total Contract War Work ivi 


Charged to: Companies Companies Companies Production 
War contract production only.... 29 26 3 
Non-war production only......... 2 2 
Both types of production......... 67 67: 
45 4 5 % 
Total Companies .......... 143 wn 7 106 


The fact that 98 out of 143 companies, or 69 per cent, reported 
on their practice in accounting for multiple shift premiums is some 
indication of the widespread existence of this element of labor cost. 
The only variance from expected method revealed by the above, is 
the practice of three companies producing both on government con- 
tracts and for commercial customers of charging multiple shift 
premiums to war contract production only. In the case of one of 
these companies it is explained that the shift premiums are “only 
applicable to war production,” which may mean that war and non- 
war production are segregated and that extra shifts are worked 
for war production only. The same explanation may account for 
the practice followed by the other two companies, which do not 
explain the reason for limiting this charge to war contract pro- 
duction only. 
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A part of overhead or burden 
A direct charge, if for direct labor; a part of overhead, 


In the questionnaire this item was listed as “multiple shift pre- 
miums” without restricting it to direct or to indirect labor. It will 
be noted that 7 companies which treat shift premiums paid indirect 
labor different from their treatment of premiums paid direct labor 
so reported. One company charges shift premiums to profit and 
loss, and 39 did not reply to this question. 

The proportion of those treating shift premiums as a direct 
charge rather than overhead is somewhat greater than in the case 
of direct labor overtime premiums. Of the 53 companies report- 
ing a direct charge, 28 use job costs in whole or part, while 25 use 
process or standard costs, which normally would result in spread- 
ing the premiums over production. 

While it is apparent from the answers of the 28 companies 
which use job costs in whole or part and treat shift premiums as 
a direct charge that the “apportioned direct charge” is used to 
some extent in applying shift premiums, it is probable that in most 
cases such premiums are treated as true direct charges by allowing 
the premiums to accompany pay at the regular rate to jobs or con- 
tracts worked on. 


4. Cost or Emprovee Trarninc, INcLupinc Excess 
CoMPENSATION Pamp TraIncEs Over AMOUNT 
CHARGEABLE TO Propuct 


Companies 
100% War 100% Non- toith 
Total Contract Work Divided 
Charged to: 
War contract production only.... 33 25 8 
Both types of production......... 
No answer 21 5 3 13 
xn 7 
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Why should 8 companies producing both war and commercial 
work, charge employee training costs to war work only? In at 
least one case this treatment is due tc the fact that the training is 
for jobs involving war production only. We also encounter here 
for the first time several companies with divided production who 
charge most of the special wartime costs to government contracts 
only, presumably on the theory that without war contracts these 
costs would not exist. 

On the other hand, why should 6 companies producing both war 
and commercial work charge employee training costs to commer- 
cial production only? In the case of two companies, the per cent 
of government contract production tc total production is too small 
(one per cent in one case and 2 per cent in the other) to make 
much difference, but the other four companies have substantial 
amounts of war work. There are no comments on the question- 
naires to furnish an indication of the reason for charging com- 
mercial products only. 


Number of 
Applied as: Companies 
A part of factory overhead or burden ...............0. 85 
A direct charge, if for direct labor, a part of overhead, 


Here again, 5 companies have indicated that the cost applicable 
to direct labor is treated as a direct charge while that applicable to 
indirect labor is handled as a part of the overhead. : 

While the number of companies treating employee training costs 
as a direct charge is considerably less than for the overtime and 
shift premiums, it is significant that as many as 36 companies out 
of the 126 replying to this question do make the charge direct. 
Since it would appear difficult to find any method of directly meas- 
uring the amount of training cost applicable to each job and con- 
tract, it may be assumed that in most of these cases the training 
cost is applied as an “apportioned direct charge.” Such comments 
as “an actual direct labor ratio” and “apportioned on basis of 
standard labor content,” would seem to bear out this assumption. 
On the other hand the comment that “trainees are started on pro- 
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duction and no recognition is made of increased production” sug- 
gests one way in which part of the training cost may be applied 
directly to jobs worked on. Of the 36 companies, 15 use job costs 
in whole or part. 


5. Appep Cost or PLant PoLice AND GUARDS 


Charged to: Companies Companies Companies P: 
War contract production only.... 43 27 16 
on-war production only......... 6 5 1 
types of production......... 76 76 
18 3 2 13 
Total Companies .......... 143 Kt) 7 106 


Here we find a sizable group of companies which are producing 
both war and commercial products which charge the added cost of 


plant police and guards to war contract production only. ‘This, 
however, is not surprising in view of the fact that most of these 
companies are working largely on government contracts or subcon- 
tracts and this question related to the “added cost of plant police 
and guards.” The one company with divided production which 
charges the added cost of plant police and guards to commercial 
production only has only 1 per cent of its production in the form 
of war contracts. 


Number of 
Applied as: Companies 
A of factory overhead or burden .................. 116 


While the number of companies treating this item as a direct 
charge is small in comparison with practice in accounting for over- 
time and shift premiums, it is difficult to visualize how the added 
cost of plant police and guards directly applicable to each job or 
contract can be determined, except in those cases where a single 
large contract is segregated and all costs are applied directly to it. 
It is interesting to note that only one of these 11 companies uses a 
job cost system. 
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The 6 companies listed in the above tabulation as reporting 
“other treatment” of this item of cost make the following com- 
ments : 

“Charged to profit and loss.” 

“Charged to administrative and general expense.” 

“Standard amount only charged to factory overhead ; ex- 

cess carried directly to cost of sales.” 

“Charged to cost of sales monthly as part of unabsorbed 

burden. For renegotiation purposes this has been pro- 

rated.” 

5. “We charge defense units with all guards that serve de- 
fense units only (direct), and then a portion of the gen- 
eral guards and supervisors, based on sales.” 

6. “The cost of extra guards and special plant protection 
since December 7, 941 has been paid by the Navy and 
U. S. Maritime Commission. Normal complement is 


charged to overhead, excess direct.” 
6. Cost oF IDENTIFICATION BapGcEs, UNIFORMS, ETC. 
100% War 100% Non- — 
Total Contract War Work Divided 
Charged to: Companies Companies Companies Production 
War contract production only.... 40 27 13 
Non-war production only......... 5 4 1 
Both types of production......... 77 77 
21 3 3 15 
Total Companies .......... 143 Kt] 7 106 


This element of cost is very similar to the cost of plant police 
and guards, and accounting practice in charging to war contract 
production and non-war production is practically the same. 


Number of 

Applied as: Companies 
A part of factory overhead or burden ..............+-4. 121 


The cost of identification badges, uniform, etc., is treated as a 
direct charge by fewer companies than any of the other types of 
expenditures covered by this study. All 5 of the companies which 
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apply this item as a direct charge are in processing industries and 
use process or standard cost methods. 

The 5 companies listed under “other treatment” make the fol- 
lowing comments: 
“Charge to profit and loss.” 
“Administrative expense.” 
“Charged to administrative and general expense.” 
“Divided between direct charge and overhead.” 
“Normal cost charged to overhead ; excess charged direct. 
New badges as required by Navy were paid for by them.” 


7. Specrat Costs INCURRED TO ProvipE INFORMATION AND 
Suppiies FoR GOVERNMENT INSPECTORS, AUDITORS, ETC. 


Companies 
100% War 100% Non- with 

Total ontract Wer Work Divided 
Products 


Charged to: ? 
War contract production only.... 44 % 18 
Non-war production only......... 6 5 1 
Both types of production...... ae 74 
19 4 2 13 
Total Companies .......... 143 HN 7 106 


While this is a type of expenditure which would not ordinarily 
be segregated on the books, the fact that 44 companies report that 
the cost of providing information and supplies for government in- 
spectors and auditors is charged against war contracts only would 
indicate that, in these companies at least, segregation of these costs 
is being made at the present time. It may be assumed that the ma- 
jority of the 74 companies which charge such costs to both types 
of production do not attempt to segregate these special costs but 
apply them through factory overhead. The fact that 5 of the 7 
companies with no war production replied to this question empha- 
sizes the fact that the supplying of information to the government 
is not limited to companies with government contracts and sub- 
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Of the 10 companies applying this type of expenditure as a‘di- 
rect charge only 4 use job costs in whole or part. Undoubtedly 
application is on some basis of apportionment. 

Of the 16 companies listed under “other treatment” in the tabu- 
lation above, 9 report that the cost incurred to provide informa- 
tion and supplies for government inspectors and auditors is treated 
as a general or administrative expense, 3 that it is divided between 
administrative expense and burden, 1 that it is divided between 
direct cost and overhead, and 3 offer the following comments: 

1. “Charged to profit and loss.” 

2. “Charged to cost of sales monthly as part of unabsorbed 
burden. For renegotiation purposes, this has been pro- 
rated.” 

3. “If special cost is exclusively for a single contract we 
charge direct ; if more general we charge to overhead.” 


8. Cost or SHop LossEs, sucH as Rejects, REworKS, AND 
ScrRAPPED PARTS ON GOVERNMENT CONTRACTS 


Companies 
100% War 100% Non- with 
Total Contract WarWork Divided 
Charged to: Companies Companies Companies Production 


War contract production only.... 66 28 38 
Non-war production only......... 6 6 
Both types of production......... 57 57 
14 2 1 ll 
Total Companies .......... 143 Kit) 7 106 


This question differs from the others in the series in that it 
specifically refers to losses on government contracts. It-is appar- 
ent from the replies that in many cases the limitation of the ques- 
tion to losses on government contracts was overlooked or disre- 
garded. This is particularly noticeable in the case of the 6 com- 
panies which report that such losses are charged to non-war pro- 
duction only. None of these 6 companies have any war contract 
production, and therefore would not have shop losses on govern- 
ment contracts. That the limitation of this question to losses on 
government contracts was not disregarded by all of those replying 
is indicated by the fact that the 66 companies which report a 
charge to war production only represent a larger proportion of 
the total than in the case of any of the previous questions. 
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Of the 57 companies which report that these losses are charged 
to both types of production, more than half (30) state that the 
losses are handled as direct charges. It would appear that in these 
cases the reference to war contracts in the question had been over- 
looked or disregarded, for it would be most unusual to treat losses 
on government contracts only as direct charges to all contracts, 
both government and commercial. It may be assumed, therefore, 
that in these 30 companies losses are charged directly to the con- 
tracts or jobs on which they occur without regard to whether the 
contracts or jobs are for government or non-government work. 
The usual procedure would be to relieve the job or contract for 
only the net scrap value of spoiled work, allowing the difference 
between this figure and the accumulated cost applicable to the 
work scrapped to remain as a part of the cost of the job or con- 
tract, applicable to the good units produced. 

Two of the companies which report that losses on government 
contracts are charged to both war and non-war production fail to 
indicate whether the losses are treated as ‘a direct charge or as a 
part of factory overhead; one company reports that such losses 
are treated as direct costs in some cases and as a part of overhead 
in other cases, The remaining 25 companies include shop losses 
in factory overhead. It is easy to understand why such companies 
should report that government contract losses are spread over both 
types of production. Inclusion of all shop losses in general fac- 
tory overhead prevents the association of the losses resulting from 
any one type of production with the cost of such production. 


Number of 

Applied as: Companies 
A part of factory overhead or burden .................. 42 


While no factual information is available on previous practice 
in this respect, it is felt that the current practice in two-thirds of 
the companies of treating shop losses as direct charges rather than 
as an addition to overhead represents a shift from the more com- 
mon pre-war practice of treating shop losses as costs to be spread 
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over all production through inclusion in overhead. This would 
appear to be a logical effect of the trend from the pre-war empha- 
sis on normal costs for inventory valuation purposes to wartime 
emphasis on actual job costs for purposes of reimbursement and 
renegotiation. 

Of the 7 companies reporting “other treatment,” four report 
that shop losses are handled as variances from standard costs while 
the other three report that some losses are treated as direct charges 
and others as additions to overhead. 


9. CREDIT FoR Recovery oF NaTuRAL ScRAP OR WASTE 


100% War 100% Non- with 
Total Contract WarWork Divided 
Charged to: Companies Compani Companies Production 

War contract production only.... 36 27 9 
Non-war production only......... 8 5 3 
Both types of production......... 80 80 
Total Companies .......... 143 HN 7 106 


Here we have a situation which is the reverse of those previ- 
ously considered in that we are dealing with a credit rather than 
a debit. Yet 9 of the companies with divided production apply the 
entire credit for scrap recovery to war contract production only. 
In 6 of these companies over 80 per cent of the production is on 
government contracts; one of the others reports that material is 
supplied by the government and that clippings are retained at a 
fixed reduction in the contract price. Apparently the reply from 
this company relates only to scrap from government contract 
production, for only 30 per cent of this company’s production is 
for government contracts. Possibly this explains the replies of 
the other two. 

Equally of interest is the practice of 3 companies with divided 
production of crediting the recovery of scrap to non-war produc- 
tion only. In one case it is explained that material used on govern- 
ment contracts is supplied by the contracting agency and all 
scrap is segregated and returned ; accordingly the only scrap to be 
accounted for on the books is that arising from non-war produc- 
tion. In the case of the other two companies, both with over 50 
per cent war contract production, we can only speculate on the 
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reason for the practice reported. It is possible that scrap may 
be an unimportant factor in cost and is handled through other 
income instead of being applied to production cost. 


Number of 

Applied as: Companies 

A credit to factory overhead or burden ................. 

Miscellaneous or other income ................eeeeeeeee 18 
9 


While it is preferable where possible to segregate scrap by jobs 
and contracts and apply the net recovery value of the scrap as a 
direct credit to the job or contract from which it arose, this is 
not possible in many cases where production on several jobs and 
contracts is intermingled. Possibly the equal division of practice 
indicated by the above tabulation was influenced more by the pos- 
sibility and ease of segregation than by considerations of what is 
preferable accounting treatment. 

The 18 companies which report that the recovery value of scrap 
is credited to an income account used such titles as “Miscellaneous 
Income,” “Other Income,” “Sundry Income,” and “Miscellaneous 
Sales” in reporting where the credit was made. Of the 7 com- 
panies listed as reporting “other treatment,” 3 handle scrap recov- 
eries through scrap variance accounts under standard costs and 
the other 4 provide the following comments : 

1. “Credited to cost of sales.” 

2. “A factory cost adjustment.” 

3. “Separate scrap element used.” 

4. “Gain in stores value.” 


10. ADJUSTMENTS FoR INVENTORY SHRINKAGES AND LOSSES 


Compeni 
100% War 100% Non- — with 

Total Contract War Work Divided 
‘ompanies panies Production 


Charged to: Companies C. Com 
27 4 
10 5 
81 81 
25 16 
13 106 
944 
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There is no explanation of the reason for. the practice of 4 
companies with divided production of charging inventory shrink- 
ages and losses to war contract production only, except that one 
of these companies has only a small amount of non-war produc- 
tion work and the other three are consistent in charging all of the 


_ types of expenditures covered by this study, except overtime pre- 


miums, to government contract production in spite of the fact that 
two of them have 20 per cent non-war work and the other 35 
per cent. 

Two of the replies of companies with divided production which 
charge inventory shrinkages and losses to non-war production 
only would seem to indicate that what was meant was that such 
losses were not applied to jobs or contracts but were written off 
against current income. One of these two companies reports that 
the charge is made to profit and loss while the other states that it 
is included in “other income charges.” Another company in this 
group explains the charge to non-war production by stating: “Full 
adjustment applied to non-war production as principal war con- 
tracts are for work on government-furnished materials.” In 
another case the fact that only 2 per cent of total production is 
on government contracts undoubtedly explains the practice fol- 
lowed. No explanation is supplied by the fifth company in this 
group. 


_ Number of 

Applied as: Companies 
A part of factory overhead or burden ..............0005 35 
27 
143 


Unless material is definitely segregated or earmarked by con- 
tracts, exact determination of the inventory shrinkages and losses 
applicable to each job and contract would be most difficult. 
Accordingly, it would appear that the replies which indicate that 
this type of loss is treated as a direct charge mean in most cases 
that it is apportioned or prorated te jobs and contracts by some 
means other than inclusion in burden rates. Probably the most 
common basis for such apportionment would be material cost of 
each job. 
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Of the 27 companies listed under “other treatment,” 9 report 
that inventory adjustments are charged to cost of sales, 3 report 
a charge to a variance account which would normally be an 
adjustment of cost of sales, 9 report a profit and loss charge, and 
6 supply other comments which are listed below. Of the 9 com- 
panies charging inventory adjustments to cost of sales, 2 state that 
the distribution to jobs and contracts is made on the basis of the 
total manufacturing cost of each job or contract. Three of the 9 
companies are producing entirely on government contracts and 
subcontracts. Of the 9 companies which treat inventory adjust- 
ments as profit and loss charges, 2 refer to this item as a deduc- 
tion from other income, and 2 indicate that only end-of-year 
adjustments are considered. Of the other 6 companies, one re- 
ports that inventory adjustments are handled both as direct charges 
and as a part of overhead while the other 5 offer the following 
comments : 


“Year-end adjustment.” 
“Inventory adjustment.” 
“Absorbed without any adjusting entry.” 


“Charge direct material losses as direct charge, indirect 
material losses to overhead.” 


Several companies report that provision for inventory shrink- 
ages and losses are made through monthly credits to a reserve 
account. 


11. Cost oF Waitinc Time RESULTING FROM MATERIAL 


SHORTAGES 

Companies 

MER 

Charged to: Companies Companies Companies Production 
War contract production only.... 32 23 9 

types of production......... 

35 7 2 26 
Total Companies .......... 143 Ki) 7 106 


It is interesting to note that of the 9 companies with divided 
production which charge the cost of waiting time resulting from 
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material shortages to war contract production only, all but one 
are operating under job cost systems. While most of these com- 
panies are occupied largely with government contracts, there are 
included in this group 3 companies whose respective percentages 
of government work are 34, 50 and 65. 

The one company with divided production which charges this 
type of cost to non-war production only, is producing 98 per cent 
on non-war contracts. 


Number of 

Applied as: Companies 
A part of factory overhead or burden ...............06. 76 


In some cases it may be possible to apply to a job which is 
being held up the waiting time resulting from delay in getting 
material for that job, but perhaps in most cases the companies 
reporting that the cost of such waiting time is treated as a direct 
cost did so because in their companies the cost of such waiting 
time is apportioned over jobs and contracts by some other means 
than inclusion in overhead. 

Of the 7 companies reporting other treatment, 5 state that the 
waiting time is handled through a labor variance account, one 
that it is charged to profit and loss, and one indicates that direct 
labor waiting time is treated as a direct charge and indirect labor 


waiting time as a charge to overhead. 
12. RetTrRoactivE WaGE INCREASES 
100% Wer 100% Non 
Total Contract War W: ivided 
Charged to: Companies Companies Comp uction 
War contract production only.... 23 22 1 
types of production......... 
4% 8 2 % 
Total Companies .......... 143 7 106 


30 
Except for one company with 27 per cent war production and 
73 per cent commercial production which the cost of 
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retroactive wage increases to war contract production only, the 
practice here is what we would expect. It is significant of the 
trend in recent years that 97 of the 143 companies have found it 
necessary to develop an accounting practice for handling retroac- 
tive wage increases. This coupled with such comments as— 
“None so far,” “None yet,” “Have had none to date,” and 
“Have had none so far. Employees consider it a good place to 
work.”—is indicative of the change which has occurred since 
just a few years ago when retroactive wage increases were almost 


Number of 

Applied as: Companies 
A part of OF % 
Partly a direct ge, partly a part of overhead ........ 17 
7 


Because this question referred to retroactive wage increases 
without reference to either direct labor, indirect labor, or both, 
the meaning of the figures above is not entirely clear. Considera- 
tion of the replies by the 17 companies treating retroactive wage 
increases partly as a direct charge and partly as overhead will help 
in interpreting the others. Of these 17 companies, 7 report that 
the retroactive wage increases applying to direct labor are treated 
as a direct charge and those applying to indirect labor as a part 
of overhead. Three others report that the retroactive increases 
are treated as direct costs where possible, otherwise as overhead; 
these apparently refer to direct labor only. The other 7 companies 
in this group do not indicate the basis for the division between 
direct charges and overhead. It may be assumed that similar con- 
siderations—the distinction between direct and indirect labor and 
the possibility of applying the retroactive wage increases direct— 
have influenced the treatment reported by other companies. 

Of the 7 companies listed under “other treatment,” three report 
that the retroactive wage increases are handled through variance 
accounts, three report that they are charged to cost of sales, and 
one reports a charge to profit and loss. 
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In addition to the specific information on practice in accounting 
for each type of expenditure covered by this study, the answers 
to the questionnaires provide some indication of general trends 
in accounting for wartime expenditures which will be commented 
on in a subsequent report. 
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Check List 
N. A.C. A. RESEARCH STUDIES 


PREVIOUSLY PUBLISHED 

Practice in Accounting for Raw Materials. Section I, March 15, 
1937. 

Practice in Accounting for Payroll Taxes. Section I, August 15, 
1937- 

Practice in Applying Overhead and Calculating Normal Capacity. 
Section III, April 1, 1938. 

Practice in Accounting for Taxes Paid by Manufacturing Com- 
panies. Section III, October 1, 1938. 

Present Day Practice in Accounting for Research and Develop- 
ment Costs. Section III, March 1, 1939. 

The Place of Internal Auditing in Industrial Companies. Section 
III, June 1, 1939. 

Finished Goods Inventory Practice. Section III, March 15, 1940. 

Practice in Accounting for Depreciation. Section III, April 15, 
1941. 

Accounting for Excess Labor Costs and Overhead Under Condi- 
tions of Increased Production. Section IiI, August 15, 1941. 

Tentative Statement on Accounting for Excess Labor Costs. Sec- 
tion III, May 1, 1942. 
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